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THE HOUSING ACT OF 1954 - 
A MIXTURE OF GOOD AND BAD 


BSERVERS of the Washington scene have frequently deplored the tendency of 
OC the right hand of Government not to let the left handknow what it’s doing. The 

Housing Act of 1954, however, which was passed by the lower chamber early 
in April, and is now before the Senate, seems to be a noteworthy case of the right 
hand not knowing what the right hand is doing. For as it now stands, this major piece 
of legislation, which embodies some of the most important changes in FHA, VA and 
FNMA procedure in years, has no way of putting its new mortgage provisions into 
effect. 


This paradoxical state of affairs, of course, stems from the last-minute-floor vote 
to strike out the President’s authority to raise or lower interest rates on Government- 
insured and guaranteed liens. That particular provision, as it happens, also gave him 
the right to revise down payments and maturities in accordance with the other sections; 
without it most of the Act is meaningless. Cooler heads in the Senate undoubtedly will 
restore the latter authority, if not the former. Nonetheless, the episode nicely illus- 
trates the tugging and hauling to which housing bills may be subjected, even after the 
most extensive hearings, and the unpredictable consequences that can follow. 


For that matter the entire Housing Act of 1954 could be cited as proof of the same 
point. As passed by the House, it contains a number of provisions which lenders 
generally agree are workable, soundly conceived and quite likely to give a powerful 
impetus to mortgage lending in the second half of 1954, as well as in later years. At 
the same time, however, the measure also has its share of dubious and controversial 
propositions. In short, the Act is a startling mixture of good and bad. And while it 
must still be considered by the Senate and then sent to a Senate-House Conference Com- 
| mittee, the legislation has jelled sufficiently to rate a hard look. 


Let’s consider the good points first. The bill gives FHA another $2 billion of 
mortgage insurance authority, $14 billion immediately on passage and another $500 
million subject to the President’s O.K. That’s enough to keep FHA functioning until 
June 30, 1955, with a reasonable margin of safety, according to Commissioner Guy 
Hollyday’s best estimate. In addition, all existing insurance authorizations (except 
home modernization) will be thrown into one pot, in order to prevent in future what has 
happened frequently in the past, namely, ‘he exhaustion of a particular insurance 
program. Such interruptions have proved costly to builder and lender alike. 


The Act simplifies and liberalizes the entire FHA program. A Title II, Section 203, 
one-to-two-family house can now get a $20, 000 mortgage ($35, 000 for a four-family 
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structure), compared to the current limit of $16, 000 (and $25,000). The insurable 
amount, moreover, will be calculated by an easy formula calling for 95% of the first 
$10, 000 of value - increased from $8, 000 on the floor of the House, by the way - plus 
75% of the excess. Use of such a formula will in effect smooth out the curve on FHA’s 
mortgage schedules, thereby ridding them of many inconsistencies. 





One big inconsistency slated for the scrap heap is the wide disparity in the way in 
which old and new houses are treated under present FHA procedures. For example, a 
new house with two bedrooms, costing $8,000, is entitled to a $7,350 FHA mortgage. 
An older house carrying the same price tag, and perhaps with a coveted third bedroom 
as well, would be entitled to a lien of no more than $6,400. Under the Act, however, 
both dwellings (as well as those higher and lower on the price scale) would be eligible 
for the same insurance. In so doing, FHA seems tobe returning belatedly to its early 
philosophy of supporting the entire home mortgage market. The point was made at the 
House Banking and Currency Committee hearings that the original FHA statute was a 
relatively simple affair, “dealing broadly with the whole housing market, high, low, 
new and old, without discrimination or special favor.” Not until some yearsafter FHA’s 
creation did it introduce special provisions favoring new construction. Now the balance 
is to be redressed. 


This equalizing provision strikes some mortgage men as one of the most significant 
in the entire Act. It should lead to a very substantial increase in mortgage lending on 
existing houses, a field in which there seems to be plenty of room for expansion. In 
1953, for example, only 30% of FHA’s business involved older homes, although alto- 
gether more than twice as many older homes as new ones were financed last year. 


There is, of course, another side to the proposal. Liberalizing mortgage financing 
for older dwellings may encourage the continued use of units which should be retired 
from the housing stock, as well as inflate prices. Nonetheless, on balance it’s clear 
that in houses no less than in cars, an active and vigorous market for the used product 
will inevitably tend to expand the market for the new one. 


Many of the Act’s other provisions also have been generally well received by the 
mortgage trade. To cite a few, the increase in Title I home improvement and repair 
mortgage insurance from $2, 500 to $3, 000 and extension of the maturity from 3 to 5 
years; the establishment of a standard 10-year debenture to cover all FHA insurance 
programs (replacing such oddities as the 20-year security that now reinforces the 
cooperative housing program); liberalization of the co-op housing section itself; and 
FHA insurance of “open-end” mortgages. On the other hand, the Housing Act of 1954 
also contains some of the weirdest schemes to come down the Washington pike in years. 


Perhaps the best commentary on these features of the measure was offered by 
Carrol M. Shanks, head of the Prudential Life Insurance Company of Newark. Said 
Mr. Shanks: “We are apprehensive about some of the broad philosophy which runs 
through the bill. This takes the form of a general liberalization of insured and guaran- 
teed mortgage terms to a point which we think raises a serious question of conflict 
with the tenets of sound financing. Likewise, we believe the bill leans too far in the di- 
rection of accepting the objective that the volume of housing starts must be kept going 
at a peak level at all costs . . . We would like to see in the bill a recognition that re- 
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| gardless of the desire to stabilize the housing industry at a high level, the number of 
housing starts each year must bear a relationship to such basic forces as the rate of 
family formation, the need for replacement of clearly substandard housing, and the 
willingness to buy.” 


In particular, Mr. Shanks and others have serious reservations about the new Sec- 
tion 221, which is calculated to provide housing for families displaced from their homes 
as a result of local slum clearance and rehabilitation. Under this provision, a 40-year 
mortgage for 100% of the value of houses costing up to $7, 000 would be made available 
to such families. The latter, while not required to make a down payment as such, 
would have to put up $200 in cash. 


The main objection to this scheme is the 40-year maturity. Such an unprecedented 
span of years permits a rate of amortization that virtually no lender considers accept- 
able. For example, on the basis of a $7,000 mortgage at a 44% rate, amortizable in 
40 years, only $350 of the principal would have been amortized at the end of 5 years; at 
the end of 10 years only $791; and even after 2 decades an equity of only $2, 037 would 
have been built up, leaving $4, 963 of the initial loan still outstanding. No sound mort- 
gagee is likely to assume sucha risk. At the same time, this easy payment proposi- 
tion isn’t really a boon to the low-income borrower either. Over the life of the mort- 
gage he will actually find himself paying more than the original cost of his house in 
interest. And, of course, a 40-year maturity for one part of FHA could easily spread 
to others. 


Section 221 might be made acceptable on a 30-year basis. Under these conditions a 


$7, 000 mortgage at 44% would result in $623 being amortized at the end of 5 years, 
$1, 400 at the end of 10 and $3, 598 at the end of 20. What’s more, such a change would 
only raise the monthly payment by an estimated $4 (from $31.50 to $35.49) and it 
would save the mortgagor several thousand dollars in interest over the life of the lien. 
Under the circumstances lenders will be urging these changes on the Senate. 


Incidentally, FHA itself has recognized how unattractive 40-year mortgages will 
be. Accordingly it has surrounded the proposed program with all sorts of gimmicks 
designed to make it workable. For example, FHA has attempted to minimize its haz- 
ards by permitting any such Joan in good standing to be assigned to it at any time after 
20 years in exchange for 10-year, fully guaranteed debentures. In addition, FHA is 
willing to have FNMA agree in advance to bay such loans from the lender on default, 
permitting the latter to receive cash instead of securities. The agency is even agree- 
able to the latter’s buying a small part of any Section 221 loan at the time it is made. 


This brings up what is probably the most controversial and dubious part of the 
Housing Act - the proposed rechartering of FNMA. Under the legislation FNMA would 
be recapitalized and given three distinct functions: secondary market operations; 
Special assistance operations; and management and liquidating functions with respect to 
the $3 billion-plus portfolio now held. The first two proposals have touched off the 
sharpest differences of opinion. 


In its role as a secondary market, FNMA would at first be capitalized by the 
Treasury, which would subscribe an amount equal to the sum of the present capital 
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stock of FNMA, its paid-in surplus, reserves and undistributed profits - an estimated 
$70 million in all. In addition - and here is where the trouble starts - private capital 
would be tapped through the ingenious device of charging mortgage sellers 3% of the 
face value of all liens sold to FNMA. The proceeds would be used to gradually retire 
the Treasury’s stock. In return, the sellers would receive non-interest-bearing certif- 
icates, convertible into 5% capital stock when the Treasury’s holdings were fully re- 
tired. According to Stanley Baughman, head of FNMA, that might take around 6} years. 


Neither lender nor builder is very enthusiastic about this scheme. It’s pointed out, 
for example, that the 3% compulsory contribution to FNMA, on top of the latter’s other 
charges as well as possible discounts, might easily make the cost of using the facility 
prohibitive. Moreover, one astute observer notes that the 3% contribution, because it 
really involves the purchase of a right, would not even be deductible as a business ex- 
pense for tax purposes. “Yet,” he adds, “it would receive no dividends as long as 
Government capital remained in the corporation and would carry no right of redemp- 
tion even in the extremely remote contingency that the Government stock was retired.” 


Some lawmakers also oppose this part of the FNMA plan on a different basis en- 
tirely. They are convinced - and plenty of lender testimony reinforces their view - 
that in spite of all the protection offered by FHA and VA appraisal practices, the 3% 
charge inevitably would tend to be passed on to the home buyer. 


On the other hand, it seems well to note that a properly-run secondary mortgage 
market, such as European lenders are familiar with, can be a highly profitable ven- 
ture. Even FNMA as now constituted, with all its past sins of omission and commis- 
sion, reported a net income of $12.2 million for the 6 months ended December 31, 
1953 (and $34 million for the fiscal year ended June 30, 1953). The secondary mort- 
gage market as proposed in the Housing Act of 1954 simply hasn’t been thought through. 


Lenders are even more critical of the special assistance functions prescribed for 
FNMA under the Act. The measure provides that the President, “after taking into 
account conditions in the building industry and the national economy and conditions af- 
fecting the home-mortgage investment market,” may authorize FNMA to make com- 
mitments to purchase any mortgages deemed suitable. Funds for these operations, 
restricted to $200 million at the outset (plus another $100 million for participations 
in other mortgages), would be available from the Treasury. 


As to this proposal, William A. Clarke, president of the Mortgage Bankers Associ- 
ation, has hit the nail on the head. Such a facility, he points out, could easily be op- 
erated exactly as Fanny May was in the lush days of 1949 and 1950, when, in its sup- 
port of the VA housing program, it became one of the chief engines of inflation. “We 
think it is neither necessary nor desirable for the Government to keep such a financial 
bomb in its closet,” he concluded. 


In his testimony before the House Banking and Currency Committee, Mr. Clarke 
also made a significant and quotable comment as to the outlook for the mortgage mar- 
ket. When queried by Congressman Jesse P. Wolcott (R., Mich.) on this matter, he 
replied: “Mr. Wolcott, if you will permit me to hazard a guess, I would say that by 
the end of the year we would have mortgage money running out of our ears.” 
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